
15.1 

Exchange Rates: 

A Preliminary Look Based on the Ricardian Example 

 

Consider the numerical Ricardian example previously described.  The 

model is really based on a barter system of exchange; no currencies are 

involved.  US and UK traders can be imagined as exchanging wheat for cloth 

directly.  But suppose we want to modernize the example and put it in 

monetary terms.  Let the US currency be the dollar and the UK currency be the 

pound.  Let the hourly wage of labor be $1 in the US and £1 in the UK. 

 

The price of a bushel of wheat will be $1/6 (about 17¢) in the US and 

the price of a yard of cloth will be £1/8 (12.5 pence) in the UK. We know 

that in equilibrium, the US trades 6,000,000 bu. of wheat for 12,000,000 

yards of cloth.  Hence, the two quantities must have equal value.  That is: 

 

Pw x 6,000,000 = Pc x 12,000,000 

or $1/6 x 6,000,000 = £1/8 x 12,000,000 

or $1,000,000 = £1,500,000 

or $1 = £1.5 

 

In other words, the equilibrium exchange rate is $1 = £1.5. 

 

Suppose there was inflation in the US so that the hourly wage rose to 

$2. What would be the new exchange rate?  You should be able to see that the 

price of wheat in the US would rise to $1/3 from $1/6.  The new exchange rate 

would thus be $1 = £.75.  In other words, inflation doubled US prices and the 

dollar's value in terms of pounds was cut in half.  Keep this result in mind 

for later discussion of exchange-rate determination. 

The above example assumed that equilibrium was achieved.  Note, 

however, that if exchange rates could be somehow manipulated, it would be 

possible for "balance of payments problems" to occur.  Suppose, for example, 

we kept inflating the US wage but somehow held the exchange rate to $1=£1.5.  
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15.2 

 

In principle, wheat could be produced in the UK for £.50.  At the exchange 

rate of $1 = £1.5, this translates into $.333.  If the wage in the US went up 

to $2 the wheat price in the US would also be $.333, making the UK wheat 

industry competitive with the US wheat industry.  At a US wage above $2, the 

UK could undersell the US in both wheat and cloth.  Clearly, misalignments in 

exchange rates can undercut comparative advantage temporarily.  This is a 

problem not considered by Ricardo who used a barter model, but it is a 

potential real world problem.1 

                                                           
1 We will come back to this point again when exchange rates and monetary systems are considered. Imbalances of 
the type discussed above (exports < imports) can be financed in the real world by either running down financial 
assets (US holdings of pounds) or borrowing (increased UK claims on the US). But such transactions involve 
international investment flows that have not been introduced yet into the discussion. There is nothing inherently 
wrong with such transactions that are, in fact, a major component of international economic relationships. A country 
that borrows receives benefits precisely in the form of an ability to import more than it exports. 


